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Employer Ipent{tiut?tion Number: _

. Dear Applicant:

We have consldered your applncatfon for: recogmtaon of exemption frarm: federal income tax:
under section; :501(3) of the Internal. Revenue Codé : as an organization described in section
501le)3). Based on the information submitted wea have concluded that: you do not qualify 1 for
exemption under that ;section. The basns for. our conclusnon is set forth below

in the Stata of_ Your stated

r the betterment -of the.edugation -of children

. -You were zncorporated on
purposes are,’ "to operate 8 ‘nonprofit or(ganlzatlon'f'
through the use’ of computers ’ Specmcal!y, the nization provides an-internet homework
‘service intended to benefit; parems,fteachers and iementary school students. .You state that -
educational games will bedistributed to; schools free of charge or at cost. Howaever, vou have nut
stated how much of your software will be dastnbuted at no charge, nar have you indicated for howe
long such free dnstnbutmn wall contmue‘ . o

You were -established by, ._also owns a for-profit, busme ’
-calledw an application service provider, with the -
Infrastructure to host-and devslop internet applzcanons for business customers who subscribe to. fte;
products and services: | Your initial Board of Difectors congisted of-and other

officérs of_ You now have a Board of Directors made up of persons unrelated to- |
" However, your officers are the same individuals who are officers of]

_ a Software Development A réement was executed by'you andiii}
- This agreement was signed by or both—and you, The
Agreement. states that you shall compensate for the design, development, production,

- installation and. testing of the customized computer program and related printed materials
(software). The Agreement also states that you agree that all material, inciuding all computer
programs and s ¢ prepared for you b shall belong exclusively o D The

bcan terminate theicontract for a number of fessons. The

Agreement states
Agreement contains no provisions that would pen'mt you to terminate the contract for any reason.
arg provided at cost and not at the rates charged |

You. state that all services provided by
for the same rasources to other ‘ clien'ts .

You, as tenant have also entered into a Premises and Facilities Lease -Agreement with |-

-, the landlotd dated Your monthlv rental payment is. g




" agreément was alsalsigned by,

. According to an attachment 10 the lga3e; howevet, this is not:adrely an agreement for the use of
; office space. *You are paying.one-thi nthly operating costs (other than salaries)

including such ftems as:trajning, office supplies, and depraciation on hardware and software, This
omed by o o and you.

PR, , [ . .
- Section BOT(cH3) of the Code provides; for the exemption of organizations that are

'T;Qrganlzed and: dp(_e_i'.qtqd gx?;!_usively 4for charitable, je‘glucational or scientific purposes, no substantia}
part of the ac‘tivi:t?ei;s- of which- consists of attemnpting to influence legislation.

Yo N

- .. Section 1.5011e}3)-1(d}(3) of the Income Tax Regulations defines the term “educational”
as including the instructiof’ of the- public on.subjects useful to the individual .aind beneficial to the
community, - e ST o . -

- I B B :

Section 1'.5015((:5.(3).—:‘! {a)(1) of the regulations provides that in-order to ba axempt as an
organization deseribed in section 501(c)(3) of the Code, an organization must-be both organized
. and operated exclusively for one or mare of the purposes specified in such section. [Ifan,
organization fails o miect either the orgafiizational 16t or.the operational test, it is not ‘exempt,

_ Section 1. 591 {c}3)-1{c)N1) of the regp[atiojhfs prm}id,es that an organization will be;regarded
as operated exclusiy,ely for. one or more exempt purpases only if.it: angages primarily in activities
which -accomplish oneior more of such. exempt purposes specified.in section 501(c){3) of the Code.-

. - Section 501(cK3)-1{d) 1 }i}) of the regulations provides that an organization is nat organized |
_or gperated .ex;c!u.s'_i'vgl\g for:qrgga_-or:.more»-exemptzpufﬁosés unless it serves a public rather than a
private interest, : Thus, to meet the.requirement of 'this subdivision, it is necessary for an
-organization to ‘establish that it is not, organized:or operated for the benefit'of private interests stich *
&8 designated individuals; the ‘creator o&hls-fa‘triily.?-?héreholders‘-of-the.orgénization, Or Persons

controlied, directlyor indirectly, by such; private interests,

. In Church by:Mail v. Commissioder, 765 F.2d 1387 (2™ Ci¥.'1985), atf'g TCM 1984-349,
the courts considered the qualification for exemption of an organization which purchased.
advertising and othér services from corporations owned by ifs officers. The Tax Court-found that
the Church was.operated for the non-exempt purpese of providing a market for the services. of the
for-profit business awned by its officers. ,The 9% Circuit Court of Appeals, in affirming the Tax
Court’s decision, stated: = : co b ’ -

. The crifical'inquiry is not whether particular contractual payments to a related for-
" profit organization are reasonable or-excessive, but instead whether the entire
» enterprise is; cafried.on in such a manner. that the for-profit organization benefits

. substantially, from the-operation-of the Churh,




. and apart fmm the actlvmes of

In Intemational ‘Posfgraduate -Medical- Foundauon .i Commlssroner T.C. Memo 1989-36,
the Tax Court considered the: qualification Tori exemptlon of ‘an organization which provided
purportedly educatlonal trayel tours for- -doctors. All towr services were provnded under a contract’
with a for-profit travel agency owned by -one- of the Foundation‘s three directors. ‘The Tex Court
stated. Do

,: ;' : l l
When a for-proﬂt organlzetlon beneflu swstantlally from the manner in which the
activities of a: releted .organization are. can'ped on, the latter orgamzation Is not opérated

exclusively. or exempt purposes within the 'meamng of section 501 (cl(3). even if it
furthere other exempt purposes. ¢ :

|
H

‘In Better BusineSsuBureau v: US., 326 u. S 279 (1945), the' Supreme Court stated that the
presence of even.d smgle ron-exempt purposa,. lf,more than insubstantial in nature, will defeat

-exemption under sectlon 501{c)(3} of the Code, regardless of the number or lmportance of the.truly '

exempt purposes f

Il'

 Rev, Rul 72—369 1972-2 C.B, 245, dlScusees the qualification for exemptlon ofan - . |

nrgamzetlon formed 10 prowde managerial and consulnng services at 'cost, to:unrelated exempt,

at oost lacks the donatsve element necessary xto establlsh the actmty as chantable.

i

- orgamzatlonee -The rulmg holds that the orgamzahon s not- exempt because fumxshmg the serv:oes !

"The development and- marketlng of educatronel software ls a trade or busrness that is i

. ordmarlly carried on for profit. Prowdmg suchlsoftware at “cost™ Jacks.the-donative element

necedsary to establish thig: activity 3s charitable. See Rev. Rul: 72-369, supra. You state that your!

software. will be dnstnbuted free or at.cost, bit you'have not explained what proportion of your
activities will consist of the free: distribtition of; software or-for how long free distribution wilt -
contlnue. Slnce dlstnbunon at cost does not xfurther an exempt purpase;, we ‘@re unable to

) lconclude that: your actlwtles are educetmnal or ehanteble.

and her.for-profit
for the

by havmg its oosts covered evenff
be providing its servmes 0 you at cost, ‘however, it is also developing & new. market for its
products while attrecung customers and developmg expertise and, thus, serving the private
interests of b—to a substantial degree.! Thcel ratification of the Software Development -
Y. your new- board has little meaning gince, by its terms, you could not terminate the

Agreement
agreement even if t‘ne bosrd declined to. ratlfy |t. lt.appears that substantiaily all of your

expenditures will flow: to il in one way.or ariother. In this respect you are very similar.to
the orgamzatlons desonbed in Church by Mail, and -lhtematlonal Postgraduate Medical Foundatlon.

A realnenc view of the nature of your activities,
however, shows that your activities are mexmeebly' intertwined with those of
notwithstanding that MR is no longer on your board of directors,. This type of
Amangement. doea not-confer the kind.of. ohantable benef:t -on-the. community which section.
501{c}3) requires, Thus, despite your stated educetxenal purposes, you are not operated
excluswely for. oharitable Purposes under. sectlon 501 (c)(3) of ths Code. '

Furthermore, lt asppears that ﬁu would like-us t0 view your activities as entirely separate

yor
(-

& ibeneﬁt substantially -
- rec ues no profit on the transaction, bnay ,




Accordingly, you do. indt qué'hfy for exemptnon as an orgamzatron described in sectlon .
- 801 (e)(3) of the Code and vou must ﬁle federal mcome tax returns,’

o

Contributions to you are not deduct:ble under sectron 170 of the Code.

L "iYou have the nqht to protest thas Fuling. rf you beheve it is incorect. To protest, you should
submnt a statement - of your ‘views to this ofﬂce, witb @ full-explanation of your reasoning. This

. letter. You. also have:a, nght to a. conference i thls office after your staternent is submitted. You

be. represented by sotrieone :who is:not one of|your lofficérs, that person will need to fite a proper
power of attorney nd otherwrse qualify under our Conference and Practices Requrrements
. :If you do not protest this ruling in a timely manner n will be considered: by the Intemal
. ‘Revenue Service asia‘failure to exhaust available adm:mstrgtwe remedies. Section 7428(b)(2) of
-_the Cade provides, in part; that a- declaratory judgament or decree- under this section shall not be
. »rssued in any proceeding unless the. Tax Court, the: Umted States Court of Federal Claims, or the
'-»Drstnct .Courtof the United States for the’ District of Columbia determines that the organization

. lf we do not hear from you within. 30 -days, ﬂus ruling wlll become fmal and a copy, will be
‘forwarded to the Dhio Tax Exempt and Govemment Entities. (TE/GE) office.” Thereafter, any
questions about your federal income tax status should be directed to that offxoe, either by calling

. Custorner Service, . 0 Box! 2508, Cmcmnatr,,OH 45201 The appropriate State Officials will be
notlf ed of this'action! m aceordance wnh Code sectmn 6104(c).
kR "When sending:adqiti_ i al, ietters to us wtth respect 10 this case, you wrll expodxte their recerpt
‘by using the followmg edd és .

"";'ﬁ . ; !.

-, Itérnal Revenue' Serwce Lo

'T:EQ: RA-‘T 3;-Roam 3‘33?
“ 1171t Constitution Ave, NW..' | i
Washmgton, B.C. 20224' . f 4
L S i
e L If you have any questnons, please contact the.person whose name and telephone number are -
shown in the headrng ‘of this letter. - .

0
I
IR
i

Robert C. Harper. Jr.

Teohmcal Group 2

-statement, s:gned by one: of your officers, must be; subnutted within 30 days from the date of this -

muyst request the conference, if:you want one;. :wheh you file your protest statement. i you are to :

_mvolved has exhausted xadrmmstratwe remednss ava:lable to'it within the- Internal Revenue Service. : -

877-820- 5500 {a-tall free number) or sehding porreapondence to: Internal Revenua Service, TRIGE :

Manager, Exempt Organiiations e




